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1. INTRODUCTION

3

Since early in the history of the world's private and com-

mexrcial shipping, the economic,political and military importance

6f the merchant marine was recognized and'supﬁorted by direct or
indirect éovernment involvement. The Italian city states such as
Venice, as well as Spanish,_Portuguese, English and French mon-
a;chiés, sponsored commercial shipping'by indirect subsidies in the
15th to 18tﬁ century. The German Hansa States, as well as the )
Dutch anﬁ various Baltic countries, enacted direct subsidy support
laws in the 16th to 18th Century; In many of these states,
influence on an effective commercial shipping éapability on the
political viability, the public afflﬁence, and the military suf-
ficiency 6f the nation was recognized in addition by the assumption
oé the risks involved in commercial shipping by the public and/or

the state.

‘Vagious imperial or colonial nations used the merchant
marine as an indirecg arm of the military for conquest and resupply
and many merchantlships were armed in time of conflict to assﬁre
defensive capability and potential coverage for laﬁhings on hostile

shores.

In the 15th to 20th century.p;actiéally every world seafaring
nafion has used its merchant mérine as an adjunct to naval forces.
Throughout history, privately owned ships have been confiscated or

conscripted in support of military actions.

-1-
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In the history of tﬁe United States from Colonial days, the
War of Independence, the Civil War, World War I to World War II,
toytbe kofean.end tﬁe Vietoamese Wars, the U.S. Mefchant Marine or
bgivete comﬁe;cial shipping“has been called upon to render service

in the public or national interest.

In addition, it has been found throughout history that a

. sufficient merchant marine under effective control of a nation or
state adds considerable powei and influence to its economic parti-
cipation and competitive position in trade or commerce. The

exchangeﬁvolume and cost of goods as well as the control of markets

and trade, as such, is largely a functlon of the 312e and ut111ty

of - the commerolal shlpplng under the effectlve control of a nation.

- —— - —— .o

As a result of the above and other considerations, the
government of‘the'U.S;?has‘attempted to encourage and support an
effective merchant marine throughout its history. The most recent
and currently acfive law applying to all Federal involvement and
support.of ﬁhe U.S. Merchant Marine is embodied in the "Merchant
Maripe Act, 1936", as amended fhrough the 90th Congress. This Act
end its amendment ere_furthermore supported by the "Shipping Act,
1916" ana other related Acts. All these acts are based in essence

on the declaratlon of pollcy of Title I:Section 101, in which is

-'..' b..~ v N we ~ -8 ... D T - -— e - . D - e e e -

stated:

N ———— - - —— erou— = -— . ei o -

"It is necessary for the natlonal defence and development
....of .its.foreign and.domestic commerce that the United States
shall have a merchant marine (a) sufficient to carry its dom-
estic waterborne commerce and a substantial portion of the
‘waterborne export and import foreign commerce of the United

-
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States and to provide shipping service on all routes essen-

tial for maintaining the flow of such domestic and waterborne

commerce at all times, (b) capable of serving as a naval and
.. military auxiliary in time of war or natiorual emergency, (c)

- ovned and operated under the United States flag by citizens
of the United States insofar as may be practicable, and {d)
composed of the best equipped, safest, and most suitable
types of vessels, constructed in the United States and
manned with a trained and efficient citizen personnel. It is

- hereby declared to be the policy of the United States to
foster the development and encourage the maintenance of such
a merchant marine."

It is the purpose of this study to review the method,
effectiveness and potential of the various direct and indirect

subsidy programs in effect, in satisfying the statement of policy

quoted above. Historic developments leading to the current state

of the U.S. merchant marine will be discussed. Particular atten-
tion will be devoted to future needs, with regafd to both the size
of the merchant marine to fulfill the intent of the acts, and the

type of ships to satisfy the new demands introduced by the changing

tcchnology.

Recent years have brought a distinctly new trend in trans-
portation. Integrated transportation demands that shipping be more
respondive tq the requirements cof inland or coastal feeders in the

U.S. and abroad. As a result of these developments and the changing

‘patterns in world trade, the distribution and requirements of

‘essential' trade routes is vastly different today and will co--
tinue to change. Unless the U.S. merchant marine is equipped with
the means for effective response to the demands of change, the down-
ward trend of its participation in U.S.: foreign tfade is bound to

cohtinue to the detainment of the economic, political and military

" influence and well-being of this country.




2. BENEFITS AND COSTS OF SUBSIDY SYSTEMS

The declaration of policy of the Merchant Marine Law of
1936 was stated in the Introduction. The original structure of the
law and the various provisions contained therein were appropriate
and effective prior to World War II. Subsequent developments in
world trade, U.S. economy, U.S..politics, technblogy, budget“
requirements, and others have largely resulted in negatiné the
original intent of assuring the health and sufficiency of the U.S.

Merchant Marine.

We assume that the U.S. needs an ocean shippipg capability
to meet emergency requirements and a portion of its foreign trade.
Within these broad objectives, the public interest requires that
they be achieved as expeditiously and economically as possible.
Furthermore, the premise should be assumed that the powers of the
free énterprise system, including its inherent riské-and rewards,
innovations and propeﬂsity for growth, are the best vehicles for
the implementation of these broad objectives. As a result, any
 system designed to aid an industry such as the U.S. Merchant Marine
must be structured tc employ the best attributes of the private
enterprise system in an equitable manner, and in'a way that assures
maintenance of incentive, growth, innovation, judgment, and

effectiveness.

The cost parity system emplbyed in the current laws attempts

much of this. Basically, we may summarize the purposes of an
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industrial aid system as:
1) Ma#imize probability of achieving objective.
'2) Maximize national benefit received for public money spent.
'3) Increase productivity.

4) Assure retardation of inflationary trends and resulting
effects on other industries.

5) Maintain freedom of private enterprise management and
- business decision and choice.

6) Minimize government regulation, protection and
involvement. :

7) Assure true collective bargaining.
8) Assure competitivé, free rate-setting.
9) Simplify aid administration.

10) Maximize incentives.

Other reésoné may be to protect the high living standard
§£ U.S..workers. and to assure some competitivenéss of the maritime
: industry to 'conserve U.S. dollars as an aid to the U.S. balance
of payments'. Generally, aid or subsidy to industries is offered
to 'infant' industries or to assure national security. The
'infant' industry argumeht obviously.does not apply to one of the
bldest industries in the world's largest and most productive
economy. While other industries can be 'protected' by tariffs in
,iieu of subsidies, the merchaﬁt marine and shipbuilding industry
is supported by direct aid and cargo preference. Relevant legis-
lation actually relies on the arcuments of maintenance of higher

living standards, balance of payment, and national security.
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While higher wage rates are cited most frequently as the reason

for noncompetitiveness, the argument ignores the real determinant,
which is the lakor cost per unit of output. High labor productivity
in an industrial country such as the U.S. permits a predominance

of manufactured goods to compete favorably in international trade

in areas with lower wage rates and lower labor productivity.

Foreign shipping is an export industry, as are U.S. air-
lines operating on foreign routes. Both buy their labor and
capital resources from the same market, yet the shipping industry'
requires a U.S. subsidy while airline operétors force some of
their foreign competitors to require subsidies through the
efficiency of their operations. Some of the reasons are obvious.
While the airlines adapt to the system of high iabor productivity
by adopting capital intensi&e operations which take full advantage
of the lower U.S, cbsts of capital, the greater availability of
qapital, and more advanced technology, U.S. steamship operators
and shiphuilders do not use all the capital resﬁurces available
to them, follow instead of lead in the adoption of new technology,

and do not provide incentives conducive to higher productivity.

A recent estimate of the relative proportions of expenses
for modern liner ships and jet éircraft indicate that over 24%
of the ships' expenses (beforé subsidy) are for crew wages, com-
pared with 12% for jet aircraft. On the other hand, aircraft
operating expenses iﬁclude 16% for fuel compared to 7% for fuel of
the ship. Over 28% of the airline operators' costs are for main-

tenance, for which the ship operator spends a mere 4%.

6=
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The subsidy system basically discourages high risk and

imaginative operations, and does not include any kind of incentives.

If we consider the distribution of costs incurred by U.S. and

foreign operators for a typical modern 20-knot break bulk cargo

liner (Table 2.1), we note that the proportion of labor costs

after subsidy are appreciably lower than those of the foreign

competitor. Similarly, fuel costs are lower, which indicates a
desirability to offer higher speed U.S. ships which by itself will

increase productivity, as capital costs increase much more slowly .

than fuel coéts.

Table 2.1

COMPARATIVE OPERATING COSTS

*

With U.S. | without

Subsidy - | Subsidy Norway .| Japan
Wages 26.8% 14.6% 21.7% 19.5%
Fuel 12.5% 22.8% 23.5%¢ | 26.3%
Overhead 9.7% 17.5% 13.6% 17.4%
Cap}tal Costs 40.1% 35.1% 17.5% 24.2%
Other Costs 10.9% 10.1% 23.4% 12.6%
Total 100.0% 100.0% 100.0% 100.0%

*Source: "Selected Commodity Unit Costs for

Oceanborne Shipments"
U.S. Department of Commerce
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Considering non-subsidized operations, even higher speeds
are justified. In fact, it can be easily‘shown that an increase

in speed of 2-3 knots above that of foreign competition on the

‘trade route will often lead to an appreciable closure of the com-

petitive cost gap. While without subsidy a 25-knot fast turnaround
ship has a total fuel-plus-crew cost per ton mile equal to that of
a 20-knot ship of the same deadweight capacity, the fuel-plus-crew
costs of the higher speed ship per ton mile is over 50% higher

after subsidy. .

All the above considerations indicate that our current

subsidy system falls short in meeting its objectives.

As shown in Fig. 2.1, all the subsidized operators combined
had a total revenue of about §$800 million in 1965. This revenue
is made up of about:$500 million earned by carrying commercial

cargoes, while the remaining $300 million were earned from govern-

- ment-generated cargoes'(see Section 6). Yet during the same year

the government spent about $300 million on subsidies (COS and ODS).
In other words, subsidized operators obtained a total 6f $600
million in .subsidy and cargo revenues (which includes indirect
subsidies) to enable them to earn $500 million from commercial
sources. The government cargo revenue includes about $4.6 million
of differential and other cargo preferencé advantages. If we
assume that CDS and ODS are really additional revenue if we compare
subsidized and unsubsidized operagions, then 54.5% of all the
revenue of subsidized operators originates from the federal govern-

ment.
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If we next include the unsubsidized operator, the total
participation of the government in the revenues of the U.S. dry

cargo merchant marine reaches the staggering value of 68%. 1Is it

‘therefore Surprising that this industry is completely beholden to

government and shows with rare exception no sign of independent,

imaginative initiative and action?

Direct subsidies available to qualified subsidized operators

consist of:

1) Construction Differential Subsidy. 2

2) Operating Differential Subsidy.
In addition,_subsidized oﬁerators benefit by certain tax édvantages
acruing to the reserve or ship replacement funding programs.
Indirect subsidies provided for subsidized and non-subsidized
operators consist of various cargo preference and differential
freight rate provisions as discussed in Section 6. Hidden sub-
sidies available to non-subsidized obgfators are contained in the
provisioné of the "Exchange Program Law" and "Trade-In Law 1936"
Act, Sect. 510a-4d énq Sect. 510i respectively. These provisions
have enabled many non-subsidized operators to maintain effective
shipping capacity at little cost to themselves and major gxpendi—

ture to the government.

-10-



3. OPERATING DIFFERENTIAL  SUBSIDY

. BLE Various requirements, as highlighted in Appendix A, are imposed on a
cérr:ler for eligibility for an operating differential subsidy. These req.u;re-
'ments_relate to particular financial aspects of the carrier's opef-ation, the’
corporate structure, operating practices, and, most importantly, routes served
over the years; The numi;er of subsidized carriers have varied from a low of
about 7 to a high of about 17 or ‘18. In recent years, the number of sub:
sidized companies has typically been between 1l and 16, operating among them

220 to 300 ships, excluding chartered vessels. Thus, thg subsidized com;

ponents of the U.S. Merchant Marine dry-bulk cargo fleet constituted anywhere

between 37 to L6% of all privately owned dry-c-argo and passenger vessels. It
should be pointed out that all United States féreign-going passenger vessels

(3 have been subgidized since 1936,

The most important requirement for obtaining operating differential sub-

ﬁdy is that the operator must serve what is féemed"es‘sential trade route".
This is usually defined as a route between ports in the United States coastal
area or areas and foreign markets which have been determined by the Maritime -

Administration to be essential for the promotion, development, expansion,

ek s e e B Y BEACE Ay s S BT M L

and maintenance of the foreign commerce of the United States. Although

; ' " some changes in the number and structure of essential trade routes, defined

e

as above, have been made since the early days of the Merchant Marine Act of
1936, the large majority of these routes have not changed. It is doubtful
if the current distribution of essential trade routes really represents

the meaning of the definltion of such routes, particularly from the point

==



of view of promotion, development, and expansion of forelgn commerce. It
appears that‘the maintenance of the essential trade route pattern is designed
| more to sustain established U.S. commerce and shipping interests,without any
.effort toward the promotion, development, and expansion of forelgn commerce
of the United States, which is the real aim and purpose of the Act and the
operating differential subsidy. This purpose is furthermore encumbered by
the added requirement that the operator must be prepared to offer regular,
certain, permanent, an& adequate service on one or more essential trade
routes. As a result, shipping capabilities offered by the American-flag
companles on thelr essential trade routes are defined by the Maritime
Administration under its statutory authority. Although the Maritime Adminis-
tration continuously review the number of voyages reduire@ on each trade
route and sometimes permits them to fluctuate over a wide range, this require-
ment obviously introduces a fact;r which diminishes control as well as the
initiative of the operator in his own venture. It should be noted that the
time between application and authorization for reduced or increased frequency
of sailing may be the multiple of inter-departure times. It is also curious
to note that, with very few exceptions, only single U.S. oﬁerators are per=-
mitted to.sefve a particular essential trade route. Thié factor, combined
with the fact that a major portion of the cargos carried by American-flag
operators are government-generated and therefore must be carried in U.S.
bottoris, introduces a positive monopolistic trend. In fact, the main cus-
tomer of the U.S. dry=cargo Merchant Marine, the United States Govermment,
has, in most instances, no choice or alternative in the shipment of its

goods or the placement of charters for service on a particular route.

-12-




Some exceptions to this rule have been introduced by the increasing
] aggresaiven.ess.of some unsubsidized operators. On the whole, though, it
must be sald that operating differential subsidies have led to a lack of
"'1ncentive, adherance to conference rates, and a general attitude of

reliance on government decisions, government responsibility, and govern-

went funding.

éomiaeﬁng 0DS alone, it can be seen fro.m Fig. 3.) how the operating-
subsichr-to-revlenue-dollaf ratio has gradually increased to about 28% for
sargo ships and 50% for passénger linerg. In other words, the federal
govermment psys as much per passenger to keep U.S. fiag passenger liners at
sea as the avérage passenger pays in fares. Figure 3.2.indicates how the

subsidy~-to-revenue ratio varies with the trade area,

The total operating ‘differential subsidy, which was just over $100 million

in 1957, has increased to over $200 million by 1967 although the total number
~ of ships under subsidy has not increased substantially., In fact, considering
again the subsidy/revenue ratio , 1t méy be sald that the federal government
gets only about half the -i'evenue-eaming productivity per subsidy dollar as

compared to ten years ago. This ratio is obviously far in excess of the

-inflationary trend which would only account for a cumulative increase of 67.2%

(based on steady revemie). As a result, we may say that the ODS not only
compensates for increased costs of operation but, in a wajr, also takes up the

slack in the proportionately lower revenues.

-13-
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L. CONSTRUCTION DIFFERENTIAL SUBSIDY

Construction differential subsidy for qualified operators only became

‘a major factor in U,S. ship construction in 1956, Although such subsidy

ha'd been authorized by the Merchant Shipping Act of 1936, conditions pre-
vailing during World War IT and the years immediately following did not
e;xcourage large-scale utiiizatiori of thgse rulings. The U.S. Merchant Marine
was the most modern and the largest at the conclusion of World War II and,
therefore, 1little or no merchant ship construction was required to maintain
active U.S, shipping. In fact, a large number of shipyafds were shut down,
while others reduced their activities. The first major, government-supported

' | shipbuilding program was started during the Kérea.n War, with the construction

of a substantial number of Mariner-type ships u.nder government auspices.

’ These s'hi:ps vere built ;oo government design and specif:ications and sold to

' privaté industries at foreign p111;chase costs. Although U.S. ship operators

: mgp;;ted many of the advanced features of these ships, such as high-speed

ca"l;ability and large size, which were incorporated as defense features at
_ the time, most operators soon recognized the commercial value of these

features and utilized the ships to the full extent of their capabilities.

In 1956 it was suddenly recognized t.ha't the United States had lost its

place of predominance, not only in shipbuilding but also in ship operation,

and a large number of commer¢ial orders, valued at over $700 million, were
placed, This was largely the result of after-effects of the Suez crisis,
although certain aspects of the Foreign Ship Sales Act also affected ship

orders, Under this Act foreign operators acquiring U.S.-built tonnage,
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constructed with government participation, are obliged to replace such

- tonnage with equal U,S.-built tonnage vhenever they relinquish control of

such ships.

In 1957, as the result of the above two reasons, over $670 million in
commercial ship.sales were placed by privaie, nonsubsidized operators.
Since this pericd the amount of privately financed shipbuilding has diminished
to an average of less than $60 million per year since 1958. Only in 1958 and

1965 did such sales approach the $100 million level.

Since 1958 the bulk of commercial ship construction in the United States
has been financed by subsidized sales which constituted about 77% of all
commercial ship sales by U.S. shipbuilding ihdustry, for an average of
$200 million in ship sales. The amount of shipbuilding subsidy varied from
48% to 55% during this period and averaged 51.2% during the ten-year span,
1957-1967. Figure .1 indicates the private and subsidized dollar volume of
shipbuilding in the United States during that time period, while Figure L.2
shows the- distribution of dollars of ships crdered and the resultant employ-

ment.,

In total, the U.S. Govermment has paid close to $1 billion in ship con-'
struction subsidy since World War II. These subsidies were designed to
maintain competitiveness of the U.S. Merchant Marine and ;hipbﬁilding indus~
tries. In fact, as discussed in Chapt.ers'7 and 8, the result was contrary
to expectations. Construction subsidy has largely eliminated incentives and
resulting growth of both industries and, furthermore, it introduced a measure

of ineffectiveness in procurement and production. In fact, subsidy structure
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and the fact thgt U.S. shipbuilding derives over 90% of its total sales

_’ volume from government-supported or govermment-placed orders has resulted in
a lack of investment and advanced management engineering. In a way the
.1ndus“l'.ry can be said to operate in a wholly protected market with very little

competition, Where competition exists, it is only among a very small number

of competing shipyards w.hose productivity and capabilities are about equal.

As shown in Report No. 69-15, entitled "s£udy of U.,S. Shipbuilding
.capability and Requirements", M.I.T., the large c;ust differentials between .
U.S. and foreign shipbuildin.g', which are normally quoted as reasons for the
requirement of subsidy payments, can be shown to be x}ery much less, if we
consider labor cost differential alone. It can be easily seen that the major
cost differentials incurred are not at all due to different;ial labor rates
bqt are the effect of differential material cost and differential productivity.
While the first implies lindirect subsidy to other mamufacturing industries who
mey only be peripherally involved in supplying U.S. shipbuilding, the latier

. is a result of under-utilization of potentially available capital. The cost

of capital in this country is generally less than that abroad and it is,
therefore, surprising tha't'little use has been made of capital intensity fbr
the improvement of building p.r.'oductivity. Considering government involvement,
it can be easily shown that over $660 millic.m of federal funds have been
expended in indirectly subsidizing other manufacturing industries through

the machinery of ship construction subsidies. Less: than $400 million were
required during the ten-year span under consideration for payment of the

labor cost differentials.




5. EXCHANGE AND TRADE-IN PROGRAMS

Several factors provide additional aid to merchant shipping

- which are not generally recognized. These fall primarily under

the 'ship Exchange Program', which by Public Law 86-575 provides
for vessel exchange petween the government and non-subisdized
operators, and the 'Ship Trade-In Program' under the Merchant
Marine Act of 1936 (as amenéed), by which U.S. flag subsidized
operators aré required by law to replace their herth cargo liners.
at aée 25 years. They also acquire the right to trade in tHeir

obsolete vessels to the government.

Under the Ship Exchange Program operators are permitted the
exchange of certain war-built vessels under various financial
adjustments and arrangements, for more effective vessels in the
Maritime Administrafion's Reserve Fleet. The purpose of this program

is to assist in the upgrading of the non-subsidized part of the

| U.S. Merchant Marine, which implies mainly the tramp fleet. From

the first 'exchange' in 1961 to December 1966, a total of 58 ships
were traded in and 54 vessels were transferred out. Consideriﬁg
these transactions in detail, it is noted that 72.5% or 42 of the 58
trade-in vessels were subsequently sérapped or classified as scrap
ships. Over 31% of the trade-in vessels were Liberty types, while
practically all the transferred vessels were Victorys, C-2 or C-4
type ships. The Ship Exchange Act was extended to July 5, 1970, and
amended in 1965 to permit trade-out of tankers and trade-in of older

ships than previously allowed. Since December 1966 practically all
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remaining T-2 tankers and C-4 caréo and troop-carrier ships have

_been traded out under the program. The majority of this latter

category was converted to container ships.

The exchange program has had two méjor results from the
government's point of view:
1) It reduced appreciably the transportation effectiveness

9£ the National Defense Reserve Fleet.
2) It resulted generally in a net monetary loss to the government.

Table 5.1 shows how the program affected the content of the
reserve fleet. It is noted that during the period 1961-65, 38
better class and often never used merchant ships left the fleet
and were replaced by 28 Liberty ships.;_An additional 15 better

class ships were replaced by similar type ships, but in appreciably

-péorer condition. The trend shown in this table has continued

and is currently accelerating. Under these conditions it can be

. * assumed that all the remaining better class ships in the reserve

fleet, most of which are now serving as reactivated vessels under
GAA in the Vietnam supply line, will be exchanged on their return
to the fleet within a few yeears, leaving a reserve fleet made up of

largely scrap vessels.

Financially, similar adverse effects occur under the program.
The law governing the determination of the value of a vessel for

Bxchangé and Transfer purposes may be computed:

a) By using the scrap value of the obsolete ship in both the
U.S. and foreign market (hardly ever used).

.22~




- : ' E Table 5.1

QUALITATIVE EFFECTS OF SHIP EXCHANGE PROGRAM
' OF THE RESERVE FLEET T

D]

11?ércentage of Ekchangg Ships Scrapped

Y

..[._ ... Directly Indirectly* .| Total

1961 25% 60% 85%

1962 20% 60% 80%

i 1963 16% 37% 52%
' 1964 0% 0% 0%
i 1965 - |- 50% 0% 50%

*Indirectly refers to a vessel enfering the
Fleet and then being sold for scrap.

Transactions of Ship Exchange Program

s - e bt s — - s <

) _ . Entering Traded Out Net

3 L [ewerny 13008 T naverey [ W08 [ winerey| Y€ o8
1961 4 0 0 8 4 -8
1962 4 0 0 5 4 -5
1963 i3 0 0 15 13 -15
1964 . 6 12 0 18 6 -6
1965 1 3 0 7 1 -4
Total | 28 15 0 53 28 -38
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b) By applying a depreciated value based on a 25~-year life.

c) By applying "The Market Value thereof for operation or in
the foreign or domestic trade of the U.S."

The last of these methods is the most commonly used and

- results in the’ net monetary loss to the government.

When it hee'beep adjudged by a survey team chosen and
agreed upon by the goveinment and the private party, that the

Exchange Ship is ready fop scrap, the vessel is directly scrapped,

and the money obtained from the scrapping is accredited towards

the payment for the transfer ship. If on the other hand it has

' similarly been decided that the exchange ship is suitable as an

entry into the NDRF (Reserve Fleet), the "fair and reasonable value"
for it is computed- as' the average between the current 'Restricted
World and Domestic Prices' which is a policy interpretation of the -

third rule noted above.

Actually, there are three distinct fair and reasonable

- o ——— -

valuations applied to these transactions: 1) Unadjusted Exchange

Ship value, 2) Unadjusted Transfer Ship value, and 3) adjusted

values of both oategories of vessels*.” The unadjusted Exchange

Ship value is equal to the above-mentioned computation. The un-
adﬁusted fransfex Ship value is equal to the average of the current
Restricted World and Domestic prices minus an estimate of costs
required to bring the Transfer Ship into class. The shipowner

pays for the class work, the cost‘of which is deducted from the

current average market value of the vessel. Upon the execution of

*Contract No. MA-2807, Maritime Administration, October 1961.
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the exchange the positive difference of the Transfer Ship un-

| adjustea value is paid to the government.  An adjustment period

ensues during which time both vessels are inspected for hull

_damagestahd'the Exchange Ship is deactivated. The costs accrued

durihg'this'period are used to adjust the values of the vessels,
resulting in a final,adjustéd fair and reasonable value for the

vessel. The cost for repairing "unknown" hull damages for each

- ship is deducted from the unadjusted prices. The cost of deactiva-

tion is added to the unadjusted price of the Exchange Ship.

. If a positive difference exists, when subtracting the
adjusted fair and reasonaﬁle price of the Exchange Ship from the
adjusted fair and reasonable price of the Transfer Ship and if
this positive difference is in excess of the amount which the
shibownef has already paid, the shipowner pays the government an
amount of money equal to this excess; if the positive difference
is less than the amount already depoéited by the shipowner with
the government, he is reimbursed the gquantity by which his payment

exceeds the positive difference.

As an example, the unadjusted fair and reasonable value of
an outgbing Victory ship (in 1965) is $140,000 ($440,000, computed
market value, -$300,000, cost of class repair work). The ship-

owher's financial responsibility toward the government is $14¢,000,

the- unadjusted fair and reasonable price. As a trade-in vessel

the shipowner uses a Liberty ship valued on the market at ar
average price of $250,000, the unadjusted fair and reasonable

price. The values are now adjusted, assuming no hull damages of
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both ships, the Transfer Ship's value remaining the same, the

. Exchange Ship's value increasing by $10,060, the deactivation costs.
The Exchange Ship's adjusted fair and reasonable value is now

".subtracted from the Transfer Ship's adjusted fair and reasonable

valué; the difference is -$120,000, a negative value, which may

be inferpreted as the government owing the shipowner $120,000.

The law forbids the government from making any payment to
the shlpoﬁner as a result of any.exchange transaction. Therefore
it appears that the shipowner has lost money to the government,
i,e., the govefnment has gcquired a $260,000 vessel for a $140,000
one, since the Victory was not in class as an NDRF vessel and was
not worth the market value. This argument is falacious since the

owner'exchanged a Liberty ship which under normal circumstances

‘was virtually out of class for a Victory vessel newly surveyed and

brought into good operating condition. He adds the amount required

. for reactivation. 1In most cases the trade-in or exchange ship is

1ﬁ cbmplete disrepair, a thesis supported by referring to the table
of scrapping percentages. There it can be seen that the number of
feslels scrapped in the Exchange Program is quite high, and the
number scrapped indirectly after acquisition for a fair and

reasonable market value is much higher than those scrapped directly.

When a vessel is scrapped indirectly, it.is initiaily put
into the Reserve Fleet, where it is considered to be operationally
sound; later it is taken from the fleet for scrapping. Referring
to the Table of the Scrapping Financial Transactions in the Ex-

change Program, it is obvious that the scrapping of these vessels

26~
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EXCHANGE PROGRAM TRANSACTIONS

, Total Total Total
. Ship . No. of Exchange Scrap Net Loss
-Year Type -  Ships Status* Price Price to Government
£1961 EC-2 5<RF $1,310,000 $281,579 $1,028,421
Lt =2 7 2-S 292,690 192,690
1-RF 365,000
" 1962 EC-2 3. 2-8 $ 464,000 $ 95,672 $ 368,328
; . 1-RF 232,000 L
ZET-1 1 1-S 232,000 46,000 - 186,000
1963 ZET-1 1 1-S $ 240,000 $ 45,330 $ 194,670
N o2 I 10 6-S ‘1,797,500 375,182 1,422,318
ve-2 2 2-RF 810,000
Cope2 3 1-RF 360,000
2-S 304,671 304,671 _
EC-2 3 2-S 480,000 179,562 300,438
~ 1-RF 240,000 :
—-1964  -EC-2 6 1-BB1 §$ 253,000 —
5-RF 1,265,000
SehyE O - "2- 2-BBl 1,466,000
T-2 1 1-BB1l 408,000
c-2 3 1-BB1 475,000
' 1-AF 475,000
o 1-RF 475,000
1965, C-2 9 2-RF $ 950,000
, 2-AF 950,000
T T gEr-1 1-BB1 263,000
EC-? 2 1-8 150,000 $150,000
1-BB1 263,000
T 2 2-§ 344,250 344,250
. ) 1 1-8 &=

:*S--Scfapped

RF--Reserve Fleet
AF--Active Fleet
BBl--Conditional Bareboat Charter

Fig. 5.1
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takes place from zero to two vears after their inception into the

Reserve Fleet. It is improbable that the status of an inactive

‘vessel, initially in operational condition, would change radically
~in a two-year period. Therefore, it must be assumed that the ship

entered the Fleet in poor condition.

Financially, the loss to the government is the difference
between the fair and reasonable price paid to the shipowher and

the scrap money received by the goverrment. These differences are

recorded as negative values in the Table of Scrapping Financial

Transactions to show that they are deficits, as are the prices

paid out for the vessels. When a ship was directly scrapped

.thére was obviously no deficit. The average yearly monetary losses

to the government are:

‘Table 5.2

AVERAGE PER SHIP ANNUAL LOSS TO GOVERNMENT
THROUGH THE SCRAPPING OF EXCHANGE SHIPS

Average Value

1961 . $205,684
1962 $182,328
1963 $239,678
1964 0
1965 0

Total accumulated loss for 5 years: $3,128,175.

In addition to the effects caused by the indirect scrapping
process, the shipowner may take advantage of the method'in which
the unadjusted fair and reasonable value of the Transfer vessel is
computed to obtain a more valuable vessgl than that for which he
has paid. Any trader of U.S. flag vessels would have a difficult

time selling a U.S. vessel in a world market because of the many
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restrictions the U.S. puts on the transfer of these ships. There-

fore, if such a trader contemplated seliiﬁg a vessel,.he would

look: in the domestic market for a ready buyef. Upon close obser-

" vation of the two graphs, Domestic Vessel Prices and Restricted

World Vessel Prices, we see that the domestic price of a ship is,
in general, higher than the price of the same class of ship in the
restricted world price. Since the shipowner's transfer ship's
pricelis computed on the basis of the $verage of two market prices,
he will have an automatic finarcial gain when he receives the

ship, since the price hé paid for the vessel would be below the:
domestic price by an amount equal to half the difference between
the domestic and restricted world prices. This amount of money
may be coqstrued as a loss to the government for, if the government
wished to purchase the same exact vessel the same year for its own

account, it would most probably have to purchase .it at the domestic
price.
The following conclusions may be drawn from the arguments

presented here:

The Exchange Program produces a dompounded effect which
seriously affects the capability of the NDRF to serve its
mission of being an emergency pool of ships by replacing
usable VC2, C3, T2, and C4 type vessels with Liberty ships
which may or may not be in usable condition.

The government takes a direct financial loss as a result of
the Exchange Program caused by the method of computing the
fair and reasonable value of the transacted vessels, the
inequities of the scrapping program applied to Exchange
Ships, and the reduction of the price charged for the
Exchange Ship by the amount of the reactivation costs.

£90.
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With the brqadening of the law to include other than war-
built'ships and permitting tankers to be withdrawn for Great
Lakes, etc., liquik bulk or general non-petroleum product cargo
carriage, the program will continue to afford operators profit-
able deals in upgrading their fleots. The cost 6f this program
will continue to riée as a dircct function of the increaée of

the difference of the realistic value of the transfer and

exchange ships.

Under the Ship Trade-In Program a total of 107 ships were
traded in fo the government under individual contracts or'sold
fo private.shipowners with credit applied to new construction
during the period 1958-65 (see Table 5.3). At the.éame time, 94

new ships were delivered from shipyards to the owners under the

-replacement program{ Alfhough the trade-in vessels are obsolete

from the point of view of berth ;iner operators, they generally
improve the standard of the reserve fleet and are attractive for
Exchange Program transfers. While the 'Marke£ Value' is gen-
eraliy determined in a siﬁilar fashion to the methods applied to
the 'Ship Exchange Program' in determining the 'trade-in allow-
ance',. financial and other aspects of the applicant apparently
ﬁlay a role in the establish.ient of a 'fair valué', as noted in

comparative prices credited.

The table below is a compilation of the trade-in transactions.
The percentage of these vessels which were scrapped is approxi-

mately 20%.

-32-
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Table 5.3

TRADE-IN TRANSACTIONS

S ‘ Design Type Total

Trade-’n Date C-1 VC-2 C-3.C-2 P-1 Comb. No. Scrapped Traded In
T1958 10 4 3 2 - 1 19
‘1956 & - 2 5 2 1 15
1960 1 4 2 8 - 4 15°
1961 5 5 4 8 - 8 22
T1962 0 - 1 1 .12 @ - 2 14
1963 - = = 5 . = 2 5

1964 - 2 2 - 3 11 g
1965 - - 2 4 - 1 6
Total | 22 107

Table 5.4

CONTRIBUTION OF TRADE-IN PROGRAM TO NDRF
(Excluding Tankers and Specialty Ships)

Moo Mo 2T "~ EC-2 & C-1 VC-2 and Others _ y
1958 . 10 9
1959 6
1960 = 14
1961 5 17
1962 0 14
1963 .0 5
1964 0 11
1965 0 6
¢ T potal' | 22 83
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The government has spent to date approximately $64,458,000

" . on the trade-in program. For this amount of money it has obtained

83 obsolete ships of a class better than Libertys and C-1's. The

'-porcentaée of vessels scrapped is relativély small compared t6

those in the Exchange Program while the percentage of vessels
returned to active duty is comparatively large. Table 5.4

describing the trade-in program demonstrates this point.

The percentage of essels which have been scrapped is about

208; an additional 20% have been reactivated into service in the

active fleet, while the rest are on a conditionél bareboat charter

or are in the Reserve Fleet. The govefnmenf lost considerable
suns of money in scrapping. The accumulated net loss to the
government as a result of the tréde-in.écrap program is $7,853,296.
Add this to $64,458,000 and the program ostensibly costs $72,311,296.

But there are hidden costs not accounted for in these figures.

These vessels, by legal definition, are obsolete, and would
probably require a considerable amount of class work to be done if
they were to be used again. These class or activation costs: are
presently on the order of magnitude of $400,000 for a Victory. But
the government paid a price of $505,000, the fair and reasonable

price for a classéd Victory, when it purchased the ship. Thus,

1f $400,000 worth of reactivation work is required, the ship was

actually worth $105,000; the government lost $400,000 on the trans-
action. The exact cost figures are difficult to ascertain for the
other vessels since many of these have not been reactivated. But

a lower limit can be obtained by uéing the reactivation costs of

-34-



the Vicfory ship multiplied by the number of traded-in ships

- existing in the Reserve Fleet. There are 56 traded-in ships

remaining in the Reserve Fleet which yield a reactivation cost

figure of $22,400,000. This amount added to the previous sum of

$72,311,296 yields a total of $94,711,296 for the program.

Though the trade-in program ostensibly results in a quality
class vessel being put into the Reserve Fleet, the ships for the

most part are probably obsolete. Therefore, though the Trade-~In

. Program does not in theory deplete the Reserve Fleet in terms of

modern types or efficient vessels, it certainly does seem that
it costs more than it should. If the building program becomes in-

tense, this effect would be pronounced.

-35-



6. INDIRECT SUBSIDIES AND AID TO THE MERCHANT MARINE

Over the years, agencies of the United States Government

" have become significant purchasers of ocean transportation. 1In

general, federal agencies as users of ocean transportation are

required by law to allocate at least half, and in some cases all,

the needed ocean transportation to U.S. flag shipping. A large

number of federal agencies have different programs generating needs
for ocean transportation. The amount of such transportation pur- .
chased in any one year and by any one agency varies considerably.

During the last decade, government purchasers of ocean transporta-

‘tion have increased with the general growth of U.S. economy and the

‘large traasportation reguirements in Vietnam.

To analyze contributions made by these various indirect sub-

sidies and aids by the federal government to the ‘subsidized and

_ unsubsidized segments of the U.S. Merchant Marine, a large amount

of data and informatiqn is required. Unsubsidized operators do not
need to maintain'detailed records for submission to the Federa} '
Mariﬁime Agencies. Some difficulty was experienced in ascertaining
the impact of government-genera£ed cgrgoeé and other aid on the

total cargo-carrying and earning capacity of the U.S. Merchant Marine.

In this sectioa we will use available data for the year 1964,
and we will project from it the effect of these various programs
and aids on the merchant marine and its buyability. Some data on

the use of merchant marine to aid in the Vietnam war effort i=



available for more recent years and has, therefore, been used to

show government participation in overall éhipping use.

Of approximately 960 U.S. flag ships of private ownership

'in 1964, 640 were engaged at some time in the carriage of govern-

ment cargo. This number of ships includes practically all U.S.
flag ships in foreign trade, as nearly 320 ships served the domestic
trade or a near-domestic trade such as o0il tankers in the Caribbean

Sea. This fleet of ships carried a total of about 40 million

long tons of cargo during 1964, of which the federal government

generated nearly 25 million long -tons or about 62%. Ships in the
liner or scheduled service carried 7.3 million long tons of

government-generated cargo which, therefore, amounted to about 44%

of their total of 16.5 million long tons. Dry bulk and other

tramps carried 10.5 million tons, of which 6.7 or 65% was

government-generated cargo. Finally, privately ow.ed tankers

- lifted 13.2 million tons, 10.7 of which was from government sources,

which amounts to 81% of the total. During 1964, the total revenue

.produced by government-generated cargo amounted to $647 milliqn{

which includes payments made directly by the federal government for
its own account and payments made by non-governmental concerns for
transporta%ion resulting from U.S. government loans, grants, or

gifts.

As the statistic tables or drafts presented in a later part
of this section indicate, the total involvement of participation of
government cargo in the purchase of U.S. flag transportation has

substantially increased since 1964.
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There are a number of federal programs which produce

. revenue for U.S. flag ships. These include programs by the -

Department of Agriculture resulting from the sale or donation of

'.aqricultdre commodities to foreign countries under Public Law. 480.

S8imilarly, foreign assistance programs generated by . the agency for

international development and commercial cargo resulting from

purchases under export-import bank loans, U.S. Mail, and procure-
ment of ocean transportation by Varioué government agencies for

their own purposes, all use U.S. flag ships under various sections

of Federal Laws such as Section 901(b) of the Merchant Marine Act

1936, Public Law 664, The Act of 1904,.Number 10 USC paragraph 2631
and Public Record 17 of 1934. The above-stated laws and regulations

cover all types of services and the use of U.S. owned and operated

merchant shipping from transportation of passengers and freight in

liner service, voyage and time charters, irregular service, and

tanker service.

In addition to the abové-described use, the Military Sea
Transportation'Service utilized a large ambunt of U.S. Merchant"
Shipping to supplement the military nucleus fleet transportation of
military supplies throughout the world. This last item accounts
today for the major use of U.S. ocean tonnage and for over 50% of

all ocean transportation revenues earned by the U.S. Merchant

Marine.

Other forms of indirect subsidies or aid such as the alloca-
tion of mbrtgage insurance under Title XI which permits the federal

governnent to insure ship mortgages up to 82% for passenger liners
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.and barges and 75% of their purchasing price for cargo ships.

This form of aid has resulted in establishing facilities for credit
at a relatively low cost for the U.S. Merchant Marine and reduced

the requirement for the use of industry reserve funds.

During 1964 over $222 million were earned by the merchant
marine through the carriége of agricultural cargoes to foreign
countries under Public Law 480, while MSTS purchased $283 million

in ocean transportation. AID spent $88 million and the export-

import banks act provided in Public Laws 17 spent nearly $30

million. All other-proqramé accounted for an additional $25
million for a total of $647 million spent for foreign ocean trans-

portation services. It should be mentioned that the federal

government spent an additional $23 million to purchase domestic

ocean transportation services.

Of this to*al the sum of $244 million was spent for freight
operations (excludingipassenger and charter revenue) in the
subsidized segment of the merchant marine. This amounts to 38% of
the total freight revenue 6f the subsidized merchant marine and

is made up of the following components:

Inbound Outbound Total
MSTS 8% 24% 18%
PL 480 1% . 11% 7%
AID 1% 8% . 5%
U.S. Mail ‘ - 2% 2%
Other Government 2% 7% 6%
$ of Total Revenue 12% 52% 38%
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In other words, 12% of the total inbound'cargo revenue of

$225.8 million and 52% of the total outbound cargo revenue of

. $418 millionwereearned from yovernment ocean transportation by

.. the subsidized operators.

There are large variations in the percentage of revenues
obtained from goverﬁment-generated cargoes among subsidized
operators. Some received less than 10%, while for others it

accounts for 80% of their revenue. These variations are largely

- affected by the trade routes served and the political or militari'

conditions affecting governnent programs or policies.

An analysis of the percentage participation of government

ocean transportation costs in the revenues of the unsubsidized

" segment of the U.S. flag foreign trade fleet is more difficult,

as these operators are not required by law to submit the same

amount of detail on the financial breakdown of their operations.

Table 6.1
U.S. SHIPPING, GOVERNMENT-GENERATED AND COMMERCIAL CARGO
PARTICIPATION
No. of Total L.T. Commercial Government
Ships x 10-3 x 10-3 x 10-3
Berth Service - '
~ Subsidized 315 12,270 8,485 3,785
Unsubsidized 136 4,232 721 3,511
Tramp Service
Dry Bulk Ships 121 10,456 3,714 6,742
Tanker Service
Dry Bulk (Grain) 67 13,224 2,543 10,681
Total 639 40,182 15,463 24,719
-1,0-



As shown in Table 6.1, 30.8% of the long tons moved by all
~ the subéidi;ed operators and about 38% of their revenues were
obtained from government-generated cargoes. Although the average
.value of the government cargo was lower than that of the commer-
cial cargo carried, the cargo revenue per unit was larger from
government-generated.cafgoes. This seems to be primarily the
result of bulk or special terms given co contract shippers, an
.advantage the government apparently doés not obtain. Considering
the unsubsidized operators, we note that 83% of the cargo carried-
Sy'liner service operatérs,'64.5$ of that carried by tramp
operators, and 60.8% of that carried by tanker dry bulk operators
““—consisted*of—government-generated>cargo. ‘The percentage of their

—respective revenues -attributable to government disbursements is:

(3 _ Non-Subsidized
Liner Operators 88% $163 Million
“Tramp Operators 74% $124 Miliion
Tanker Dry Bulk 84% $103 Million

Their total earnings from government sources, therefore, add to
$390 million, or 82% of their total estimated earnings of $475.5

million.

We therefore note that in 1964 the U.S. dry cargo foreign
trade fleet of 639 ships, participating in the carriage of govern-
ment-generated cargo, earned a total revenue of $1144 million
carrying dry cargo, of which $646 million or about 58% was contri-
buted by the government. An additional $94 millicn was earned by
the subsidized operators for moving passengers (commercial and

government), while an additional $8.4 million was spent to charter
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. subsidized shipping. In total, therefore, the government speut
$671 million out of the total U.S. flag dry cargo ship earnings of
‘$1246 million. This can be further broken down into cargo gen-

erated by individual government agencies as followé:

] Liner
g Subsidized Unsubsidized Tramp Tankcr
o *PL 480 1582 1010 4426 2249
£ | *MSTS 972 1022 1555 8360
g “#*AID 945 1396 761 72
¢ *Others 286 83 - -
8 *Total Long Tons 3785 3511 6742 10681
3 *#PL 480 47 32 95 46
! #2MSTS ' 128 83 14 55
| *421D | 34 37 14 16
N . #*0thers . 45 . 9 - -
(]D **Total Revenue 254 161 123 117
*L.T. in Thousan
**Revenue in Millions of Dollars

The various resultiig values of revenue per L.T. are indications

of the large diversity of freight charges.

Government-generated cargo is charged as either non-
differential or differential cargo. Non-differential cargo includes
all berthitype conference rated cargo as well as some "open" rated
bulk cargo for which, for some reason, no differential is computed.
This category makes up much of he subsidized liner cargo, but
only a fraction of the unsubsidized operators' cargo. Differential

cargo, on the other hand, consists chiefly of open rated bulk type




commodities for which the Department of Agriculture computes a
differential. The amount of differential equals the difference
between the cost of moving cargo in U.S. flag vessels and the

cost to the government using foreign vessels.

Of the $221 million spent for the carriage of PL 480 ~argo,

for instance, revenue of $153 million was comﬁuted on differential

and that of $68 million on non-differential rate. The differential

was over $81 million. In other words, thc government could have
saved $81 million out of the $221 million spent for moving 7 million
long tons of PL 480 cargo in 1964 if competitive world rates were

applied.

A total of 325 U.S. flag ships participated in the carry-
ing of PL 480 cargo. The everage'revenue per long ton was $21.81
and the average differential included in this rate was $11.58 per
long ton. In other words, the government paid a subsidy of
$114,613 for tﬁe'average voyage of these ships (including subsi-
dized ships). Subsidized ships supposed to have been paid a cost
differential subsidy to establish their competitiveness with
fpreign ships were paid an average revenue of $17.80/long ton

including a differential of $7.25/long ton, which resulted in an

"average added subsidy, paid with PL 480 funds, of $24,678 per

sailing on each of 165 voyages made by 92 subsidized liners.

By a similar analysis of other components of government-
generated cargo it is estimated that $41 million could have been

saved if the government had taken advanfage of the usual available
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commercial texms for the carriage of dry cargo. In summary,
. governﬁent indirect subsidy and aid to the U.S. flag dry cargo
merchant marine generated over 58% of its cargo revenue and pro-

vided an estimated $122 million in direct differentials.

Since 1964 the contributions of the various programs men-
tioned have increased. In particular, the participation of MSTS-
generated cargo has increased substantially. The total proportion
of government cargo revenues is estimated at 64% of all cargo
revenues for 1967. The increase is largely due to the service

requirements in Vietnam.

The effect of General Agency Agfeements (GAA) is not
included in this discussion. Under'thése agreements, private
operators undertake to man and operate éovernment-owned ships for
- the government, foria fee. These operations, though not particu-
larly lucrative, help to defray management and other overhead
costs of various operators and permit the introduction of the

benefits of scale into his operations.



7. EFFECTIVENESS AWD COST OF DIRECT AND INDIRECT

SUBSIDY PROGRAMS

The effectiveness of federal government aid to the U.S. Mepchant Marihe
has been questioned from the point of view of public interest as well as the
emergency requirement sufficiency. It is obviously important for the govern-
ment to maximize the national benefit received for all tax dollars spent in
direct or indirect subsidy. We, furthermore, mﬁst attempt to increase pro-
ductivity gains to retard inflationary trends and thereby also maintain a .
proper balance of payments. On the other hand, all of the above factors
should be accomplished without extensive govermment involvement or protection-
ism, to assure maintenance of free, competitive private enterprise in the
maritime industry. Similarly, even under federal economic protection, the
in@ustny should maintein proper collective bargaining positiéns towards various
sectors of labor involved and be encumbered as little as possible by government
relations or progrom administration. All of the above, often conflicting desires,
lead to a maximum involvement of meritime industry mensgement decision in business
choices and the introduction of business incentives and risks to which all free

enterprise is subject.

Although the merchant shipping and othe; federal laws were designed to accon~
plish the above aims, while maintaining or increasing the strength and competitive-
ness of the U.S, Merchant Marine, the actual resulls are quite differenﬁ, and ve
are confronted today by an ever-diminishing merchant marine of decreasing quality
and capebiliﬁy, menaged by business enterprises unwilling to take risks due to

the lack of incentives. True collective bargaining does not take place in this
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industry as a result of the fact that the govermment pays up to 71¢ per each

. wage dollar, which greatly affects the attitude of both labor and management,

with the gocvernment as a silent nonparticipating partner at the bargaining
table which shoulders the bulk of any change in the cost of lébor and working
conditions.. It may be noted, for instance, how unsubsidized operators with
equivalent ships manage to obtain greatly improved conditions from our labor
unions as a result of their freedom of choice in selecting ship registries,

as well as bargaining partners,

It i# difficult to measure the effectiveness of our merchant marine,

Various measures of performance are discussed in Section 8, primarily from

the point of view of tfansportation utility obtained per unit of government
involvement. Effectiveness, on the other hand, involves more than economic
performance to fully justify the i<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>